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FINANCIAL HIGHLIGHTS 


(dollars in thousands except per share amounts) 

1986 

1985 

Sales 

$6,440,871 

$6,225,265 

Percent change from prior year 

3.5 


.3 

Earnings from continuing operations 

$ 49,694 

$ 

48,650 

Percent change from prior year 

2.1 


(27.3) 

Percent of sales 

.8 


,8 

Earnings from discontinued operations 

183,561 


37,876 

Extraordinary item—Early extinguishment of debt 

(7,315) 



Net earnings 

$ 225,940 

$ 

86,526 

Per common share: 




Earnings from continuing operations 

$ .97 

$ 

.92 

Earnings from discontinued operations 

3.65 


,75 

Extraordinary item 

(-15) 



Net earnings 

$ 4.47 

$ 

1.67 

Stockholders 1 equity 

$ 7.08 

$ 

12.47 


Lucky Stores, Inc, is a customer oriented retail food company operating high- 
volume food stores in the United States. Its business is to offer an assortment of 
merchandise that satisfies customers seeking recognizable value. Lucky maintains 
price leadership in each of the markets it serves. The Company's emphasis is 


on superior operation and merchandising of its stores to achieve a high return on 
stockholder investment. Retail operations are supported by cost-effective manu¬ 
facturing facilities where appropriate. 


Sales 

(in billions) 


1 



Earnings from 
Continuing Operations 

(in mill ions) 



Capital Expenditures 
for Continuing Operations 

(In millions) 


250 



82 83 84 85 86 


82 83 84 85 86 " 

'After $15 9 million restructuring costs. 


82 83 84 85 86 
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REPORT TO STOCKHOLDERS 


Your Company has just com¬ 
pleted one of the most eventful 
years in its history: A major 
restructuring has returned the 
Company to Its roots as a food 
retailer, operating in some of 
the most attractive growth mar¬ 
kets in the country. 

Of primary importance to our 
stockholders is the earning 
power of the ongoing food busi¬ 
ness. We are pleased to report 
that it had a highly successful 
year ; producing a pretax margin 
of 2.1 percent, before restruc¬ 
turing costs, the best since 1979. 
Pretax earnings f after absorb¬ 
ing $32.6 million of restructur¬ 
ing costs, were $101.8 million, 
second only to the record $119.8 
million achieved in 1984. 

Reflecting a one-time tax rate 
increase caused by the 1986 
Tax Reform Act and restructur¬ 
ing costs of $15.9 million after 
tax, earnings from continuing 
operations were $49.7 million 
aftertax, compared with $48.7 
million the year before. The 
1986 tax rate of 51 percent, re¬ 
sulting primarily from repeal 
of the investment tax credit, is 
expected to decline to about 
45 percent for 1987. 


Earnings per share from con¬ 
tinuing operations, after restruc¬ 
turing costs equivalent to 32 
cents per share, were 97 cents 
compared with 92 cents the 
year before. These per share 
amounts are based on 50.2 mil¬ 
lion average shares outstanding 
for 1986 and 51 million for 1985. 
Shares outstanding have been 
reduced by the 14.4 million 
share repurchase in December 
1986 to approximately 38.4 
million, which will be the basis 
for future per share earnings. 

The major accomplishment 
of the year was the successful 
completion of most of the 
restructuring plan while the 
food business performed welt. 
Although its implementation 
was accelerated by an unsoli¬ 
cited takeover proposal, the 
restructuring was based on 
planning and financial analysis 
which had been underway for 
nearly a year. Because of this 
advance preparation, we were 
able to move rapidly and with 
confidence in the quality of the 
decisions. During the last three 
months of 1986, we success¬ 
fully liquidated the half billion 
dollar Gemco inventory; sold 
76 of the 80 Gemco locations 
and the automotive business for 
cash; reincorporated the Com¬ 
pany in Delaware following 


stockholder approval, and con¬ 
cluded the tender offer for 
14,375,000 common shares at 
$40 per share. Since the year- 
end we have also completed 
the safe of Yellow Front Stores 
for cash. 

The pending distribution of 
the shares of Hancock Fabrics 
to our stockholders will com¬ 
plete our transition from a 
broadly diversified retail com¬ 
pany to one with a clear and 
total focus on food retailing. 

We believe that this focus on 
our core food business provides 
an exceptional opportunity to 
enhance the value of Lucky 
Stores for all its stockholders. 
We are already seeing benefits 
in planning, merchandising 
and operations that resuit from 
the concentration of our entire 
organization on the challenge 
and the potential of the food 
business. 

At its March meeting, the 
Board of Directors confirmed 
its confidence in the prospects 
of our continuing food opera¬ 
tions by reinstating the regular 
quarterly dividend at a rate 
of 12 V 2 cents per share. This 
action restored a quarterly pay¬ 


ment schedule which has been 
maintained consistently since 
1947, except for the fourth quar¬ 
ter 1986 dividend that was 
omitted in connection with the 
$575 million share repurchase 
in December. 

OPERATIONS 

This was a year of substantial 
progress in our food divisions. 
Operating profits increased in 
each of the divisions and two of 
them achieved new profit rec¬ 
ords. Gross margins improved 
as the merchandise mix was 
enhanced by the growing 
importance of service depart¬ 
ments and the increasing em¬ 
phasis on wider assortments, 
especially in meat and produce. 
The restructuring had a signifi¬ 
cant impact on fourth quarter 
sales, with our western stores 
attracting a major share of 
the food business from closed 
Gemco stores. This momentum 
is continuing in 1987. 

Sales for the year were $6.44 
billion, up from $6.23 billion 
last year, with most of the 
increase occurring in the final 
quarter. Pretax earnings of 
$101.8 million compare with 
$78.1 million last year, which 
was adversely affected by a 
fourth quarter strike in southern 
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California and the write-off 
associated with the closed 
Texas and Indiana warehouses. 

Our food divisions opened 
27 new stores during the year 
and completed 46 major re¬ 
models. Thirty-seven of the re¬ 
modeled stores were enlarged, 
increasing their square footage 
by an average of 20 percent. 

The new stores are from 36,000 
to 47,000 square feet in size. 
New stores, remodel expan¬ 
sions and the closing of 3Q 
smaller stores resulted in a four 
percent net increase in square 
footage. This store growth 
will provide added impetus to 
1987 sales and profits. 


ORGANIZATION 
There were several important 
management changes during 
the year. Following the annual 
meeting of stockholders in 
June r the management succes¬ 
sion plan announced early in 
1985 was concluded with my 
election as Chairman of the 
Board as well as Chief Execu¬ 
tive Officer. Larry Del Santo f 
who came to Lucky in 1983 with 
a background of more than 25 
years in food and general mer¬ 
chandise retailing, was elected 
President. Ed Grubb, formerly 
Chief Financial Officer of Crown 


Zellerbach, joined the Company 
as Senior Vice President and 
Chief Financial Officer f suc¬ 
ceeding Ivan Owen , who retired 
after 46 years of distinguished 
service to Lucky. Tom Herman 
was promoted from Vice 
President-Personnel to Senior 
Vice President and Chief Admin¬ 
istrative Officer. Bill Yingling, 
formerly president of Bi-Lo, 
Incorporated, a major South 
Carolina based supermarket 
chain, joined the Company as 
President of the Southern Cali¬ 
fornia Division. At yearend. 

Jack Hoover left the corporate 
staff to head the newly estab¬ 
lished Southwestern Division 
as its first President. Jack is 
a superb marketing executive 
whose talents will greatly 
enhance our operations in the 
fast-growing Phoenix, Tucson 
and Las Vegas markets. 

Your Board was strengthened 
by the election at the annual 
meeting of two new directors f 
Larry Del Santo f President of 
the Company, and Mary Metz. 
Mary Metz is President of Mills 
College in Oakland and a Direc¬ 
tor of Pacific Gas and Electric 
Company, Pacific Tetesis Group 
and Union Bank. Their experi¬ 
ence and perspective are of 
great benefit to the Board. After 


more than 30 years as a Direc¬ 
tor ; BUI Dyer will be retiring 
from the Board in June. Bill 
Dyer worked closely with Gerry 
Awes in bringing about the 
dynamic growth of Lucky during 
the 1960s and served as Chief 
Executive Officer from 1971 to 
1974. His experience and per¬ 
ceptiveness will he missed. 

The year 1987 begins a new 
era for Lucky. The food retailing 
business offers exceptional 
opportunities, and Lucky is well 
positioned to be an industry 
leader. We’re optimistic about 
results in 1987 and the pros¬ 
pects for continuing growth in 
our current markets. Thanks to 
our employees, directors, 
advisors and the thousands of 
stockholders who have sup¬ 
ported the extraordinary events 
of the year 1986, we have be¬ 
come a more focused company 
with extraordinary potential. 
Now we have the responsibility 
to realize it. 



John M. Lillie 
Chairman of the Board and 
Chief Executive Officer 
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FOCUS ON VALUE, 
QUALITY AND SERVICE 


In the 1930s when the first 
Lucky store opened its doors to 
customers in Berkeley, Califor¬ 
nia, the nation was a vastly 
different place. The Great 
Depression, a world war, the 
growth of suburban communi¬ 
ties, a new emphasis on health 
foods, and the entry of millions 
of women into the workforce 
have radically changed con¬ 
sumer expectations, shopping 
trends and eating habits. 

One expectation remains 
unchanged, however: custom¬ 
ers still expect good value for 
their food dollars. 

Lucky, now with 579 stores, 
has earned a solid reputation 
tor everyday low prices over 
the past two decades. 

At the same time, Lucky has 
built a strong position as a 
multi-regional food retailer, by 
seeking out excellent locations 
in targeted high-growth areas 
around the country. We are 


among the market leaders in 
many of the nation's most 
attractive regional markets. 
More than 80 percent of our 
stores are situated in areas of 
Arizona, California, Florida 
and Nevada that are among the 
fastest growing populations 
and economies in the country. 

Lucky’s largest food opera¬ 
tions are based in California, 
the fastest growing state in the 
nation. California’s population 
increased by 2.7 million, or 
more than 11 percent between 
1980 and 1985. Residents 
spend about $34 billion in retail 
food stores annually. 

Our Southern California 
Division, which includes 151 
Lucky stores in the Greater 
Los Angeles area and 26 Food 

Number of Stores in Operation 


81% 



18.1% 

/ 

276% 


Southern California: 177 stores 
Northern California. 160 Stores 
Midwest 105 Stores 
Florida’ 90 Stores 
Southwest. 47 Stores 
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^y easonal changes affect 
- j Midwest shopping hab- 
its. We track approach¬ 
ing weather fronts, so we can 
be ready for shoppers who 
stock up on food staples be¬ 
fore a storm. We also serve 
a sizeable Italian community, 
who like our imported pasta 
and sauces.—Donald 
Junkins, Midwestern Division 


I he Southwest has many 
I working couples and 
I a large Hispanic com¬ 
munity. We’ve extended our 
store hours for after-work 
shoppers. We also offer a 
large selection of Hispanic 
foods and have Spanish¬ 
speaking employees to help 
customers.—Ciro Gonzalez, 
Southwestern Division 


^y outhern California 
- j is a health-conscious 
w region. We offer a 
choice ol health foods, lean 
meats, fresh fish and quality 
produce. And we work at 
being the low-price leader. 
Also, our store is organized 
for efficient shopping and fast 
checkout — Diane Saunders, 
Southern California Division 





O ur shoppers are 
mostly affluent, two- 
income couples who 
expect excellent service and 
high-quality foods. They 
shop at Lucky because we 
offer luxury items such as 
fine wines , custom cuts of 
meat and bakery/deli items, 
at great value. —John Bria, 
Northern California Division 


T 

I he Florida Division has 
I a large number of rettr- 
I ees, who lake time to 
comparison shop lor the best 
value and service. In our 
community ; we are known for 
providing individual attention 
as well as low prices. We 
identify customer preferences 
and satisfy them—Arthur 
Devine, Florida Division 




Basket stores in San Diego, 
benefits from the vigorous eco¬ 
nomic growth and high personal 
income level in the region. 

Los Angeles-Long Beach leads 
the nation in food store sates. 

The Northern California Divi¬ 
sion includes 160 Lucky stores 
in Northern California and 
Nevada. The metropolitan areas 
of Oakland, San Francisco, 

San Jose and Sacramento rank 
among the top 30 cities in the 
U.S. in food store sates. 

tn our Florida Division, the 
Kash n’ Karry stores have 
attained a leading market posi¬ 
tion in the metropolitan Tampa 
area. The 90 Kash n’Karry 
stores are located in some of 
the most prosperous sections of 
this fast growing state. Between 
1980 and 1985, Florida's pop¬ 
ulation has grown by nearly 
16 percent. Its 1985 retail food 
sales were more than $14 biilion. 


The Midwestern Division, 
which includes 105 Eagle stores 
in Illinois , Iowa and Indiana, 
has been hampered by adverse 
conditions in the agricultural 
economy of the region. How¬ 
ever ; modest population growth 
is occurring and it is a market 
of significant size. Our Eagle 
stores have established a solid 
niche in this market and have 
won many loyal customers who 
recognize value in Eagle's 
attractive combination of selec¬ 
tion, service and price. 

Our Southwestern Division, 
which includes 47 stores in 
Arizona and southern Nevada , 
serves an area of tremendous 
promise for the future. Many 
high technology industries are 
establishing a base in this 
dynamic area. Between 1980 
and 1985, the population 
of Arizona rose by 16 per¬ 
cent, while Nevada’s grew 
by 17 percent. 
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RESPONDING TO CUSTOMER NEEDS 


In all of these regions, there is 
a significant growth in the per¬ 
centage of two-income families, 
afong with a growing demand 
for the luxuries and conven¬ 
iences that such incomes can 
provide. 

Lucky has structured its 
stores, product assortments and 
services to meet the needs 
of customers in this expanding 
group, whom we calf the 
"efficient shopper." These cus¬ 
tomers tend to he price sensi¬ 
tive and short of time. They look 
for a store that offers fast, one- 
stop shopping for day-to-day 
consumable goods, and where 
they are assured that low prices 
are not being sacrificed for 
convenience. 


Lucky's five divisions share 
common marketing and mer¬ 
chandising strategies designed 
to bring a varied assortment 
of products to customers at con¬ 
sistently low prices. 

To serve these customers , 
Lucky offers a broad selection 
of food, household products and 
consumable general merchan¬ 
dise suited for today's fast- 
paced lifestyle. This includes 
expanded produce sections, 
with a year-round selection of 
popular, and sometimes exotic, 

Bakeries & Delis 3is 

(Total in Operation) 

246 243 

181 

159 



82 83 84 85 86 

Bakeries 
■ Delis 



If If ith Lucky’s E-Z 
U y Checkout / don’t 
1 1 have to bother with 
writing checks or worry 
about carrying enough cash. 
Lucky's electronic funds 
transfer allows me to use my 
ATM bank card to pay for 
merchandise and to get cash 
back. It's as simple as using 
an automated teller. 


m y Lucky store always 
looks clean and 
bright. The floor 
looks like it's just been 
mopped; (he merchandise is 
nealfy stacked; the meat- 
cutting area is wiped clean , 
and the produce looks fresh- 
picked. Also, Lucky's people 
are well groomed, profes¬ 
sional and friendly 
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I spend enough lime waii- 
I ing for the kids. Thai's 
I why I especially like 
Lucky's "Three's A Crowd" 
program, e very time there 
are three people standing 
in line, Lucky opens another 
checkstand until they are 
all open. Lucky respects my 
time by making shopping 
efficient and fun. 


M fter work, I shop at my 
neighborhood Lucky 
because it's conven 
ient and easy to shop. It has 
a broad selection of very 
fresh foods and lots ot nutri¬ 
tious pre-cooked meals. And 
the store is laid out so that 
I can gather items quickly. 
Lucky provides everything 
I need in one stop 


fruits and vegetables; Five Star 
Meats, a program that features 
choice cuts and a wide variety 
of meats, including veal and 
iamb; fresh seafood counters; 
service bakeries and detis, and 
convenience foods, such as 
pre-cooked meats, microwav- 
able products , prepared meals 
and refrigerated beverages. 

We also offer a wide choice of 
quaiity staple products, includ¬ 
ing both national brands and 
private labels. 

Lucky stores are organized 
for efficient shopping. New 
stores average between 40,000 
and 45,000 square feet, which 
we have determined is an 
optimum size for quick, easy 
shopping and full merchandise 
selection. All of our stores are 


regularly renovated in order 
to update store layouts, fixturing 
and overall decor 
Our store layouts provide 
shoppers with a choice of shop¬ 
ping patterns, with no long 
aisles or "dead ends” to im¬ 
pede movement, information, 
directions and price signs are 
easy to see, read and under¬ 
stand to facilitate shopping. 
Products are arranged in log¬ 
ical adjacency and sequences 
to match typical shopping 
habits. Store hours have been 
extended and staffing levels 
adjusted to serve after-work 
shoppers more effectively. 
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SERVING THE EFFICIENT SHOPPER 


Lucky uses a combination of 
added staff and the latest tech¬ 
nology to avoid slowdowns 
at checkout. Our “Three’s a 
Crowd” program is a commit¬ 
ment to open an additional reg¬ 
ister any time there are more 
than three people in line, until 
all checkstands are operating. 
Electronic cash registers 
and optical scanners speed the 
checkout process as well. 

E-Z Checkout, electronic 
funds transfer (EFT), has be¬ 
come popular with shoppers in 
all of the Lucky stores in Cali¬ 
fornia. Customers can use their 
ATM bank cards to pay for their 
purchases, and even get cash 
back if they wish. These trans¬ 
actions are much faster than 
paying by check. EFT also ben¬ 


efits Lucky by providing imme¬ 
diate funds credit and reducing 
check handling. 

Technologies such as opti¬ 
cal scanners have increased 
Lucky’s ability to monitor sates 
and identify the buying habits of 
the individual store’s shoppers. 
As a result , the merchandise 
offering can be tailored to the 
neighborhood of the store. 

These new technologies have 
allowed us to measure the prof¬ 
itability of items, improve our 
distribution systems , and man¬ 
age our inventories more 
efficiently. 

While many of our marketing 
and merchandising strategies 
are common to alt of our re¬ 
gions, there are some regional 
variations in shopping prefer¬ 
ences and needs. Lucky caters 
to these subtle differences in 
a number of ways. In Florida, 



PREMIUM TQM A1 






m any of my custom¬ 
ers have shopped 
at Lucky for more 
than 20 years. They like our 
Vi-inch trim, Five Star Meats 
program which gives them 
quality meats and custom 
cuts at low prices. Shoppers 
also compliment us on how 
clean our work area is. 
—Albert, meat cutter 


O 

election, freshness 
- j and quality—that's 

what our customers 
want and that's what we give 
them We offer a wide assort¬ 
ment of choice fruits and 
vegetables, year around. 

We import off-season fruits, 
like plums in February, and 
stock popular ethnic produce 
—David, produce clerk 






SunkisL 
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b- very night after closing 

I we tidy up the shelves 
L- and re-stock merchan¬ 
dise. This keeps aisles free 
for traffic during shopping 
hours. I regularly check our 
weekly ads and stock plenty 
t of “key buy" items so our 
l customers won’t be incon¬ 
venienced by finding we've 
> run low—Trudy, stock clerk 


U ustomers appreciate 
friendly, well-groomed 
clerks, along with fast 
service. I like to greet every¬ 
one who comes through my 
checkout line. I take special 
care when handling their 
fruits and vegetables so they 
don't get bruised. Small 
courtesies gain customer 
loyalty.—Diane, cashier 


■ i-itJ 
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for example, where older 
customers represent a major 
market segment, our stores use 
larger shelf-price signs for eas¬ 
ier reading and provide com¬ 
fortable seating areas where 
customers can rest. 

Lucky also selectively stocks 
a number of popular ethnic 
foods. Many Lucky stores are 
located in regions that have 
large ethnic communities. The 
Los Angeies population, for 
example, is about 31 percent 
Hispanic. Demand for Hispanic 
foods in Los Angeles and the 
entire Sunbelt is very strong. 

Lucky substantiates its per¬ 
ception of trends in key regional 
markets with ongoing consumer 
surveys. We regularly conduct 
studies, questioning thousands 
of consumers on their shopping 
preferences and perception of 


our stores and those of key 
competitors . We also conduct 
tactical research on specific 
concerns. This research gives 
us a better understanding of our 
customers and helps us develop 
ideas to maximize saies growth 
in our stores. 

Food retailing has always 
been Lucky's core business. 
More than 55 years of experi¬ 
ence has given us a solid 
understanding of food market¬ 
ing and merchandising. 

By remaining responsive 
to changing consumer needs, 
we expect to play a vital and 
expanding rote in our target 
markets, as we have done 
throughout our history. 
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF 
FINANCIAL CONDITION AND RESULTS OF OPERATIONS 


FIVE-YEAR SUMMARY OF SIGNIFICANT FINANCIAL INFORMATION 


(in thousands except per share amounts) 

1986 

1985 

1984* 

1983 

1982 

INCOME STATEMENT DATA 

Sales 

86,440,871 

$6,225,265 

$6,206,594 

$5,544,856 

$5,186,344 

Restructuring costs 

Earnings trom continuing operations before 

32,632 





income taxes 

101,791 

78,108 

119,774 

101,708 

92,130 

Income taxes 

52,097 

29,458 

52,880 

46,432 

37,810 

Earnings from continuing operations 

49,694 

48,650 

66,894 

55,276 

54,320 

Earnings from discontinued operations 

183,561 

37,876 

27.737 

50,124 

37,908 

Extraordinary item—Early extinguishment of debt 

(7,315) 





Net earnings 

Earnings per common share 

225,940 

86,526 

94,631 

105,400 

92,228 

Continuing operations 

.97 

.92 

1.29 

1.06 

1.05 

Discontinued operations 

3.65 

.75 

.55 

.99 

.75 

Extraordinary item 

(-15) 





Net earnings 

4.47 

1.67 

1.84 

2.05 

1.80 

Cash dividends per common share 

.87 

1.16 

1.16 

1.16 

1.16 

BALANCE SHEET DATA* * 

Total assets 

1,551,671 

1,932,460 

1,801,759 

1,713,206 ; 

1,609,127 

Current assets 

564,050 

913,115 

898,361 

973,548 : 

890,265 

Current liabilities 

757,685 

742,490 

677,358 

657,684 | 

590,643 

Capital expenditures 

273,309 

269,953 

188,462 

122,262 

106,977 

Long-term obligations 

285,524 

239,701 

231,903 

224,453 

238,979 

Capital lease obligations (long-term portion) 

73,425 

140,066 

152,466 

155,010 

166,899 

Common stockholders' equity 

272,089 

636,362 

609,442 

573,619 

526,400 

Food stores in operation 

579 

582 

622 

567 

561 


*Results for 1984 include 53 weeks 

**Balance sheel data tor the years 1982 through 1985 have not been restated to reflect the elimination of discontinued operations. 


FINANCIAL CONDITION 


During 1986 Lucky initiated a major restructuring program designed to locus the 
Company on its core food business. The restructuring plan included the reincor¬ 
poration of the Company from California to Delaware, the repurchase of 14.375 
million common shares, the redemption of the Company's public debt, the dispo¬ 
sition of the Gemco department store division (Gemco), the divestiture of the 
Specialty operations through the sale of Checker Auto Parts, Inc. (Checker) and 
Yellow Front Stores, Inc. (Yellow Front), and the distribution of the stock of 
Hancock Fabrics, Inc. (Hancock) to the Company's stockholders. The Company’s 
financial condition has been significantly altered by the restructuring. 

As of the end of 1986, the Company had completed the major portion of the 
restructuring program. The sale of Yellow Front is expected to close in early April 
1987 and the distribution of the stock of Hancock is scheduled to take place 
during the spring. 


In addition to the Company's principal sources of cash from earnings and 
non-cash expenses from continuing operations of $151 million, during 1986 the 
disposal of Gemco and Checker generated gains of $170 million Borrowings 
under a new credit facility also provided $200 million. A portion of the proceeds 
from the sale of Gemco was used to redeem $158 million of public debt Addi¬ 
tionally, 14.375 million of the Company's common shares were repurchased for 
$575 million. Cash dividends were paid in the amount of $46 million, represent¬ 
ing a decrease of $15 million from last year, primarily as a result of eliminating 
the fourth quarter dividend of $.29 per share. 

Capital spending for continuing and discontinued operations was $273 million 
in 1986 compared with $270 million in 1985 and $188 million in 1984. Capital 
spending for the food business was $196 million in 1986 compared with $206 
million in 1985. Spending for the food stores included $150 million to remodel 
existing stores and equip new stores, $22 million for new store buildings and 
$24 million in improvements to warehouse and support facilities. 


w 


In December 1986, the Company executed a $600 million syndicated reducing 
credit facility with major banks. The credit facility has a term of 18 months during 
which time the amount available is reduced by certain net proceeds from the 






















































disposition ot Gemco and the sale of Checker and Yellow Front. II not reduced 
earlier, borrowings available will be systematically reduced to $300 million by 
August 1987 Under the terms of the agreement, the Company also has the ability 
to borrow an additional $100 million. Borrowings outstanding under the credit 
facility at February 1, 1987 were $200 million. 

Prior to the execution ot this new credit facility in December 1986, and tor 1985, 
the Company met its short-term cash and seasonal inventory financing require¬ 
ments through unsecured bank borrowings and the issuance of commercial 
paper. The commercial paper was backed by the Company's committed credit 
lines totaling $210 million of which $145 million was in the lorm ot a revolving 
credit and term loan agreement. During 1985 and 1986. no borrowings were 
made under the revolving credit agreement or the committed bank lines of credit 
prior to their being replaced by the credit facility. 

The restructuring has reduced the Company’s common equity to $272 million at 
February 1,1987 from $636 million at the end of 1985. This reduced eguity base 
has resulted in an increase in the percentage ot debt to the Company's total 
capitalization. The Company has no plans to issue public debt. However, if the 
Company were to issue public debt, the relative borrowing costs could be higher 
due to possibly lower debt ratings than the ratings ot prior years because of the 
higher debt to equity percentage. However, an offsetting factor is the interest rate 
coverage ratios which are slightly better than in prior years. The Company antici¬ 
pates that the new credit facility will satisfy its capital requirements during the 
next fiscal year, although the new credit facility has imposed financial covenants 
on the Company that are more restrictive than those to which the Company was 
subject in the past. 

Because of the Company’s increased leverage and financial restrictions imposed 
by the new credit facility, capital spending will be reduced in the short term 
from the level of spending during the last three years. Capital spending tor 1987 
will approximate $100 million, compared to $196 million in 1986. The Company 
believes that this level ot capital spending wili enable Lucky to continue to 
compete effectively. 

At yearend 1986, the Company's current financial position reflects a working cap¬ 
ital deficit of $194 million. A large portion of this deficit is due to the Company’s 
current income tax liability and other accrued liabilities resulting from the dispo¬ 
sition of Gemco and Checker, as well as the accrual of certain restructuring costs. 
The Company expects to pay these obligations out of current cash flow, the 
receipt ot cash remaining after the distribution ot the stock of Hancock, and addi¬ 
tional borrowings., if necessary. 

Cash and short-term investments at February 1,1987 along with cash generated 
from operations and additional available borrowings under the new credit facility 
are expected to be adequate to finance the Company's budgeted capital expendi¬ 
tures and projected operating requirements during 1987 


RESULTS OF CONTINUING OPERATIONS FOR 
FISCAL YEARS 1986 , 1985 AND 1984 


Sales growth in 1986 was three and one-half percent. This growth rate compares 
with three-tenths ot one percent in 1985 and almost 12 percent in 1984, a 53- 
week year. Sales for 1986 were $6.4 billion compared with sales of $6.2 billion 
in both 1985 and 1984. During 1986, the Company continued to experience a 
low rate of inflation along with intense competitive activity in most of its operating 
areas. Sales growth for 1986 reflects, in part, the favorable impact of attracting 
a significant share, primarily in our California operations, of the food business 
from the closed Gemco stores 


Earnings from continuing operations, after $15.9 million restructuring costs, were 
$49.7 million, an increase of two percent over the 1985 earnings of $48.7 million. 
These non-recurring restructuring costs include professional tees., severance 
and other costs, including costs of withdrawing from certain reai estate commit¬ 
ments. Earnings in 1986 also reflect a 51 percent effective tax rate compared with 
a 38 percent effective tax rate in 1985. The lower tax rate in 1985 resulted from 
the effect ot the capital gains rate and the investment tax credit, which was 
repealed in 1986. 

The 1985 earnings from continuing operations reflect a 27 percent decrease from 
the $66.9 million earned in 1984. During 1985, food stores in the areas of Hous¬ 
ton, Texas; Seattle, Washington; and Chicago, Illinois were sold. The operations 
of two warehouses were phased out during 1985, including one in Houston, 

Texas which served the Houston stores and another one in Westville, Indiana 
which served the Chicago area stores. The estimated cost of disposing of the 
warehouses along with additional costs incurred as a result of a Southern Califor¬ 
nia Teamsters and Meaf Cutters strike contributed to the decrease in 1985 earn¬ 
ings. Estimated disposition costs of the two warehouses of $15 million after tax 
and the net gam ot $13 million realized on the sale of the food stores were 
reflected in 1985 earnings from continuing operations. 

The Company believes, based on its performance during the portion of 1985 
which preceded the strike and its assessment of general industry and market con¬ 
ditions throughout the year, that its 1985 pretax earnings, exclusive of the effect 
of the strike and warehouse disposal, declined modestly from 1984. However, any 
such decline cannot be quantified with any meaningful precision. 

Gross margin percentages in 1986 continued to- increase over the 1985 and 1984 
levels. The increase in gross margin percentages is primarily a result of changes 
in merchandise mix, including the addition of more service departments in our 
stores, and reduced levels of merchandise shrinkage. The UFO charges continue 
to have an insignificant impact on the gross margin percentages, being less than 
one percent of the gross margin in each of the past three years. 

Operating expenses as a percent of sales, excluding one-time restructuring costs, 
were 21.6 percent in 1986, which represented a modest increase over the 1985 
level of 21.3 percent. The operating expense ratio for 1985 was up from the prior 
year level of 19.8 percent, primarily due to the heavy strike costs and the ware¬ 
house write-offs 

The Tax Reform Act of 1986 was signed by the President and enacted into law in 
October 1986. The significant provisions expected to affect the Company are the 
reduction of the corporate tax rate, the adoption of new "uniform capitalization" 
rules for inventories, the repeal of the investment tax credit with respect to prop¬ 
erty placed in service after December 31,1985 and the modification in annual 
depreciation allowances with respect to property placed in service after December 
31, 1986 or July 31.1986 if so elected. In the long term, the Tax Reform Act 
should have a favorable effect on the Company’s financial position, liquidity and 
results o-f operations. 

The Financial Accounting Standards Board has issued an Exposure Draft on 
Accounting for Income Taxes, which would require Lucky to adjust its deferred tax 
liability accounts to reflect tax rates expected to be in effect on the dates timing 
differences reverse. Had compliance with the Exposure Draft been required in 
1986, the effect o-f its adoption on Lucky's financial condition would have been 
immaterial. 








FINANCIAL STATEMENTS 


CONSOLIDATED EARNINGS 


Years ended February 1 1987, February 2,1986 and February 3,1985 
(in thousands except per share amounts) 

1986 
(52 weeks) 

1985 
(52 weeks) 

1984 
(53 weeks) 

Sales 

$6,440,871 

$6,225,265 

$6,206,594 

Cost of goods sold 

4,917,211 

4,820,978 

4,858,291 

Gross margin 

1,523,660 

1,404,287 

1,348,303 

Expenses: 




Selling, general and administrative 

1,273,877 

1,225,169 

1,145,545 

Depreciation and amortization 

85,701 

77,509 

63,871 

Interest expense 

36,477 

27,114 

27,987 

Interest income 

(6,818) 

(3,613) 

(8,874) 

Restructuring costs 

32,632 



1,421,869 

1,326,179 

1,228,529 

Earnings trom continuing operations before income taxes 

101,791 

78,108 

119,774 

Income taxes 

52,097 

29,458 

52,880 

Earnings from continuing operations 

49,694 

48,650 

66,894 

Discontinued operations: 




Earnings, net of income taxes of $9,797, $32,077 and $25,906 

13,505 

37,876 

27,737 

Gains on disposal, net of income taxes of $55,394 

170,056 



Earnings from discontinued operations 

183,561 

37,876 

27,737 

Extraordinary item—Early extinguishment of debt, 




net of income tax benefit of $7669 

(7,315) 



Net earnings 

$ 225,940 

$ 86,526 

$ 94,631 

Earnings per common share: 




Continuing operations 

$ .97 

$ ,92 

$ 1.29 

Discontinued operations 

3.65 

.75 

.55 

Extraordinary item 

(.15) 



Net earnings 

$ 4.47 

$ 1.67 

$ 1.84 


See Financial Review 
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CONSOLIDATED BALANCE SHEET 


At February 1,1987 and February 2,1986 (in thousands) 

1986 

1985 

ASSETS 



Current assets: 



Cash, including short-term investments of $54,885 in 1986 

$ 75,923 

$ 12,742 

Receivables 

52,795 

70,381 

Inventories 

323,664 

793 193 

Prepaid expenses and supplies 

70,286 

36,799 

Net assets held lor sale 

41,382 


Total current assets 

564,050 

913,115 

Property and equipment at depreciated cost 

736,466 

815,447 

Property under capital leases, less $52,957 and $86,104 accumulated amortization 

58,879 

112,186 

Property under construction 

48,496 

50,041 

Licenses, receivables and other assets 

26,703 

28,724 

Excess of cost over net assets acquired 

11,364 

12,947 

Net assets of Hancock 

105J13 


Total assets 

$1,551,671 

$1,932,460 

LIABILITIES AND STOCKHOLDERS’ EQUITY 



Current liabilities: 



Accounts payable 

S 281,750 

$ 443,778 

Current portion of long-term and capital lease obligations 

8,199 

14,789 

Income taxes 

122,804 

14,536 

Other taxes 

34,306 

51,824 

Payroll and employee benefits 

101,126 

104,193 

Accrued Gemco disposition costs 

74,677 


Other accrued liabilities 

134,823 

113,370 

Total current liabilities 

757,685 

742,490 

Long-term obligations 

285,524 

239701 

Capital lease obligations 

73,425 

140,066 

Deferred income taxes 

53,170 

52,840 

Other deferred liabilities 

109J78 

101,140 

Commitments and contingencies -see long-term leases and litigation 



Redeemable preference shares 


19,861 

Common stockholders' equity: 



Common shares, $.01 par value in 1986 and $1.25 par value in 1985: 



38,442 and 51,043 shares outstanding 

384 

63,804 

Capital in excess of par value of shares issued 

2,519 

198,017 

Retained earnings 

269,186 

374,541 

Total common stockholders’ equity 

272,089 

636,362 

Total liabilities and stockholders’ equity 

$1,551,671 

$1,932,460 


See Financial Review 


































FINANCIAL STATEMENTS (continued) 


CONSOLIDATED CHANGES IN FINANCIAL POSITION 


Years ended February 1, 1987. February 2.1986 and February 3.1985 (in thousands) 

1986 

1985 

1984 

Earnings from continuing operations 

S 49,694 

$ 48,650 

$ 66,894 

Expenses not requiring cash: 




Depreciation and amortization 

85,701 

77,509 

63,871 

LIFO charge 

8,000 

6,700 

6,500 

Deferred liabilities 

7,707 

36,673 

25,184 

Earnings and non-cash expenses from continuing operations 

151,102 

169,532 

162,449 

Earnings from discontinued operations: 




Operations 

37,970 

72,868 

54,605 

Gains on disposal 

170,056 



Extraordinary item 

(7,315) 



Total earnings and non-cash expenses 

351,813 

242,400 

217,054 

Inventory (growth) reduction at current cost 

465,329 

(116,673) 

6,863 

Expansion (reduction) of accounts payable 

(162,028) 

38,956 

30,164 

Current income tax obligations in excess of (less than) payments 

108,268 

(11,667) 

(7,580) 

Accrued Gemco disposition costs 

74,677 



Other taxes, payroll and liabilities in excess of 




(less than) payments 

868 

37,259 

(2,163) 

Increase in receivables and prepaid items 

(15,901) 

(16,745) 

(17,668) 

Cash provided by current operations 

823,026 

173,530 

226,670 

Long-term borrowings 

320,263 

65,556 

13,258 

Cash dividends 

(45,613) 

(60,498) 

(60,314) 

Additions to property and equipment: 




New and existing stores 

(244,942) 

(218,940) 

(158,916) 

New and existing central facilities 

(28,367) 

(51,013) 

(29,546) 

Decrease (increase) in property under construction 

1,545 

26,756 

(25,663) 

Reduction of debt and capital lease obligations 

(350,924) 

(80,822) 

(17,128) 

Disposition of property, equipment and capital leases 

293,485 

33,806 

20,233 

Repurchase of common shares 

(575,000) 



Net assets held for sale 

(41,382) 



Net assets of Hancock 

(105,713) 



Other 

16,803 

4,961 

3,548 

Cash used by other financial activities 

(759,845) 

(280,194) 

(254,528) 

Increase (decrease) in cash and short-term investments 

63,181 

(106,664) 

(27,858) 

Cash and short-term investments: 




Beginning of year 

12,742 

119,406 

147,264 

End of year 

$ 75,923 

$ 12,742 

$119,406 


See Financial Review. 
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CONSOLIDATED STATEMENT OF STOCKHOLDERS ' EQUITY 







Capital in 

excess of 


Years ended February 1 1987, February 2. 1986 and February 3, 1985 





par value of 

Retained 

(in thousands) 

Redeemable preference shares 


Common shares 

shares issued 

earnings 


Shares 

Amounl 

Shares 

Amount 



Balance, January 29,1984 

Conversion of convertible securities, exercise of stock 

235 

SI 7,450 

50,740 

$63,425 

$193,486 

$316,708 

options and redemption of preference shares 

Net earnings 

Cash dividends: 

(D 

(50) 

111 

138 

1,368 

94,631 

Preference 






(1,370) 

Common—$1.16 per share 






(58,944) 

Balance , February 3,1985 

Conversion of convertible securities, exercise of stock 

234 

17,400 

50,851 

63,563 

194,854 

351,025 

options, redemption of preference shares and 
amortization of the excess of redemption value over fair 
value of preference shares 

(1) 

2,461 

192 

241 

3,163 

(2,512) 

Net earnings 

Cash dividends: 






86,526 

Preference 






(1,368) 

Common—$1.16 per share 






(59,130) 

Balance, February 2,1986 

Conversion of convertible securities, exercise of stock 

233 

19,861 

51,043 

63,804 

198,017 

374,541 

options, redemption of preference shares and 
amortization of the excess of redemption value over fair 
value of preference shares 

(233) 

(19,861) 

1774 

2,192 

28,484 

(276) 

Net earnings 

Cash dividends: 






225,940 

Preference 






(942) 

Common—$.87 per share 

Change in par value 




(65,468) 

65,468 

(44,671) 

Repurchase of common shares 



(14,375) 

(144) 

(289,450) 

(285,406) 

Balance, February 1, 1987 


— 

38,442 

$ 384 

$ 2,519 

$269,186 


See Financial Review 
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FINANCIAL REVIEW 


The Consolidated Statement of Earnings and Consolidated Statement of Changes 
in Financial Position have been restated to report separately the disposition of 
the Gemco and Specialty segments as discontinued operations. The earnings 
information in the Financial Review has also been restated. 

The Financial Review contains additional information to aid in understanding and 
evaluating the Consolidated Financial Statements and other financial data con¬ 
tained in this report. Dollar amounts, which are shown in thousands in the finan¬ 
cial statements, are shown in millions in the Financial Review for easier reading. 


SUMMARY OF ACCOUNTING POLICIES 


The Company's accounting policies conform with generally accepted accounting 
principles, are appropriate to the Company’s business and have been consist¬ 
ently applied. 

Consolidated financial statements include accounts and operating results of all 
subsidiaries. All significant intercompany accounts and transactions are eliminated. 

Inventories are valued at the lower of cost or market; cost is determined by 
the last-in, first-out method for substantially all inventories. The current cost of 
inventories exceeded the LIFO cost by $78 million at February 1,1987 and 
$130 million at Februaiy 2,1986. The decrease in the LIFO reserve is the result 
of the disposition of the Gemco and Specialty Stores segments of the business. 

See page 17 of the Financial Review. 

Depreciation is computed by use of the straight-line method over the estimated 
useful lives of buildings, fixtures and equipment. Leasehold costs and improve¬ 
ments are amortized over their estimated useful lives or the remaining lease term, 
whichever is shorter. 

Maintenance and repairs are charged to expense as incurred and major improve¬ 
ments are capitalized. 

Property under capital leases is amortized on a straight-line basis over the term 
of the lease. 

Interest cost of properties under development is capitalized during the develop¬ 
ment period. 

Preopening costs of new stores are charged to expense in the year the store 
opens. These costs are primarily labor to stock the store, preopening advertising, 
store supplies and other expendable items. 

Closed store costs, arising primarily from future lease obligations, are charged 
to income in the year they can be determined, usually when the store is subleased 
for the remaining term of the lease. 


Excess of cost over net assets acquired is amortized by use of the straight-line 
method over the estimated life, not exceeding 40 years. 

Retirement plan costs reflect the Company’s adoption of Statement of Financial 
Accounting Standards (SFAS) No. 87— “Employers’ Accounting for Pensions.” 
See Retirement Plans on page 20 of the Financial Review. 

Earnings per share data include primary earnings per share, which represent net 
earnings after preference dividends and amortization of excess redemption value, 
divided by the weighted average number of common shares outstanding — 
50,220,984 for 1986, 50,965,423 for 1985 and 50,811,627 for 1984. Fully diluted 
earnings per share give effect to shares that may be issued for convertible secu¬ 
rities and stock options where the effect is to dilute earnings per share. Fully 
diluted earnings per share are not materially different from primary earnings per 
share and are not presented. 


RESTRUCTURING 


In October 1986, the Company's Board of Directors authorized a restructuring 
(the Restructuring) designed to focus the Company on its core food business. 

The Restructuring consisted of the reincorporation of the Company from Califor¬ 
nia to Delaware, the repurchase of 14,375,000 common shares, the disposition 
of the Gemco department store division (Gemco)., the sale of Checker Auto Parts, 
Inc. (Checker), the sale of Yellow Front Stores, Inc. (Yellow Front) and the tax 
free distribution of the stock of Flancock Fabrics, Inc. (Flancock) to the Company's 
stockholders in a pro rata distribution. 

Reincorporation 

On December 22,1986, the Company’s stockholders, at a special meeting of 
stockholders, approved the reincorporation of the Company from California 
to Delaware. Pursuant to the reincorporation, each outstanding share of Lucky 
California $1.25 par value common stock became one share of Lucky Delaware 
common stock, par value $.01 per share. 

Repurchase of Common Shares 

As part of the Restructuring, the Company repurchased 14,375,000 of its com¬ 
mon shares. The repurchase was made pursuant to a tender offer made by the 
Company on November 21, 1986 to purchase up to 14,375,000 of its common 
shares for $40 in cash per share. The expiration date of the offer was Decem¬ 
ber 23, 1986, and the shares were purchased in early January for $575 million. 


Restructuring Costs 

In connection with the Restructuring, the Company incurred the following costs; 


Legal, consulting and other professional fees 

$17.0 

Employee reductions and relocations 

2.0 

Lease cancellations and equipment relocation 

7.7 

Other 

5.9 

$32.6 
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Disposition of Gemco Stores Segment 

In October 1986, the Company adopted a plan to close the Gemco stores and 
dispose of the assets of Gemco by December 31,1986. The Company entered 
into an agreement to sell a major portion of the real estate assets and certain 
related assets to Dayton Hudson. The sale of the assets of the Gemco stores 
resulted in a gain on disposal of $110.4 million (net of income taxes of $26.2 mil¬ 
lion). Certain assets with a net book value of approximately $10 million remain 
to be sold at February 1,1987 Sales of the Gemco stores were $1.6 billion in 
1986, $2.4 billion in 1985 and $2.3 billion in 1984. Net earnings (losses) were 
($22.4) million in 1986, $9.5 million in 1985 and $11.8 million in 1984. 

Disposition of Specialty Stores Segment 

In November 1986, the Company announced its intention to discontinue its 
Specialty segment by the sale of Yellow Front and Checker and the spin-off of 
Hancock through a pro rata distribution to the stockholders of the Company. 

The Company entered into an agreement in November 1986 to sell all of the 
capital stock of Checker for approximately $155 million. The sale of Checker, 
which was effective December 23,1986, resulted in a gain of $59.6 million (net 
of income taxes of $29.2 million). 

In February 1987, the Company entered into an agreement to sell all of the capital 
stock of Yellow Front for approximately $50.6 million. The sale of Yellow Front, 
which is expected to become effective in early April 1987 will result in a gain of 
approximately $18 million. The gain will be recognized in 1987 

The Company plans, as the final component of the Restructuring, to distribute 
pro rata to the Company's stockholders the stock of Hancock. In connection with 
and prior to the distribution, the Hancock Mississippi corporation will transfer 
to a newly formed Hancock Delaware corporation all of the operating assets and 
liabilities (other than certain tax liabilities) relating to its retail and wholesale 
fabric business. Hancock Mississippi will remain a subsidiary of the Company 
and retain approximately $104.4 million in cash consisting of the $74.9 million 
included in the Hancock Mississippi balance sheet at February 1,1987 and 
$29.5 million received from additional borrowings, as well as the tax liabilities. 
The Company expects that the distribution will take place during the spring 
of 1987 The net assets of Hancock at February 1, 1987 are included in the 
Consolidated Balance Sheet as “Net assets of Hancock.'’ 

Sales of the Specialty segment were $734.9 million in 1986, $728.9 million in 
1985 and $7037 million in 1984. Net earnings were $35.9 million in 1986, $28.4 
million in 1985 and $15.9 million in 1984. 

The combined net assets of Gemco and Yellow Front remaining to be sold at 
February 1,1987 are included in the Consolidated Balance Sheet as “Net assets 
held for sale." 


EXTRAORDINARY ITEM-EARLY EXTINGUISHMENT OF DEBT 


As part of the Restructuring, the Company redeemed all of its outstanding deben¬ 
tures: the 9/8 percent sinking fund debentures issued in 1986 and due 2016; the 
11 3 /4 percent sinking fund debentures due 2005; the 8/2 percent sinking fund 
debentures due 1996: the 5 percent convertible subordinated debentures due 
1993; and the 6 3 /4 percent convertible subordinated debentures due 2000. The 
aggregate principal amount of $1575 million and redemption premiums of $12.3 
million were paid with a portion of the proceeds from the disposition of Gemco. 
The cost of these redemptions resulted in an extraordinary charge of $73 mil¬ 
lion (net of $77 million income tax benefit). 


ACQUISITIONS AND DISPOSITIONS DURING 1985 


In February 1985, Hancock purchased the stock of Minnesota Fabrics, Inc. for 
$42 million in cash. Minnesota Fabrics operates over 100 retail fabric stores in 
the midwestern and eastern states. The results of operations of Minnesota Fabrics 
are included in the Consolidated Financial Statements from the date of acquisition. 

During 1985, food stores in Houston, Texas; Seattle, Washington; and Chicago, 
Illinois were sold. The sale of these food stores generated an after tax gain of 
$13 million. Operations of two major warehouses which served the Houston and 
Chicago stores were phased out. Estimated disposition costs of the two ware¬ 
houses were approximately $15 million after tax. Net earnings in 1985 also 
include an additional $6.6 million related to costs of closing fifteen food stores in 
the Company’s operating areas. 


CAPITAL EXPENDITURES 


Capital expenditures for continuing and discontinued operations in 1986 were 
$273.3 million compared with $270.0 million in 1985. The investment in property 
and equipment at the end of 1986 is for the continuing food business. Amounts 
for 1985 have not been restated to exclude the discontinued operations. 


PROPERTY AND EQUIPMENT 


1986 

1985 

Buildings 

$ 173.4 

$ 215.6 

Leasehold costs and improvements 

195.6 

179.9 

Fixtures and equipment 

738.3 

825,5 


1,107.3 

1 ,221.0 

Less accumulated depreciation and amortization 

430.5 

489.0 


676.8 

732.0 

Land 

59.7 

OO 

CO 

It* 

$ 736.5 

$ 815.4 


Interest capitalized as part of the cost of developing properties was $2.0 million 
in 1986, $1.8 million in 1985 and $1.7 million in 1984. 
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FINANCIAL REVIEW (continued) 


FINANCING 


Short-term cash requirements may be met through borrowings under a committed 
bank facility or directly from banks on an uncommitted basis at negotiated rates. 

In December 1986, the Company executed a $600 million syndicated reducing 
credit facility with major banks. Interest on borrowings under the credit facility is 
calculated on a floating rate basis, using LIBOR plus 3 A percent, Certificate of 
Deposit rate plus 7 /e percent or the Prime rate plus A percent, subject to a A 
percent reduction if certain financial tests are met. The credit facility has a term of 
18 months, during which the maximum borrowing allowable under the facility 
is automatically reduced by 35 percent of certain net cash proceeds (as defined) 
from the disposition of Gernco and the sale of the stock of Checker, and up to 
100 percent of the net cash proceeds from the sale of Yellow Front. If not earlier 
reduced by these dispositions, the amount available under the facility will be 
reduced to $400 million on April 30,1987 and to $300 million on August 1, 

1987 The Company is required to pay a commitment fee of A percent of the 
unused portion computed daily. The facility is contingent on the Company’s com¬ 
pliance with a number of covenants, the more restrictive of which are mainte¬ 
nance of a specified consolidated tangible net worth, a total debt-to-tangible net 
worth ratio and an interest expense coverage ratio. At February 1,1987 borrow¬ 
ings outstanding and additional borrowings available under the credit facility 
were $200 million and $260 million, respectively. The average interest rate 
incurred on borrowings under the credit facility in 1986 was 75 percent. 

Prior to the new credit facility, the Company met its short-term cash requirements 
through unsecured bank borrowings and the issuance of commercial paper. The 
average interest rate incurred on short-term borrowings was 6.9 percent in 1986 
and 8.1 percent in 1985. See Extraordinary Item—Early Extinguishment of Debt 
on page 17 of the Financial Review for a description of the Company’s redemp¬ 
tion of all of its outstanding debentures in 1986. 


Long-term obligations, excluding $4.6 million current instalments, at February 1, 
1987 consist of the following: 


Borrowings under credit facility 

$200.0 

5 Wo to 15Wo mortgage notes (weighted average 9.7%) 

79.4 

Other 

6,1 

$285.5 


Required principal payments on long-term obligations in each of the four years 
after 1987 are: 


Long-Term Leases 

Most of the stores and some of the other facilities are leased from outside parties. 
Many of the leases have renewal options for periods ranging from five to thirty 
years. Some give the option to buy the property at certain times during the initial 
lease term tor approximately its estimated fair market value at that time, and some 
require the Company to pay taxes and insurance on the leased property. 


Rent expense consists of: 


1986 

1985 

1984 

Minimum rent under operating leases 
Additional rent based on sales under 

$71.1 

$67.7 

$62.9 

all leases 

20.3 

21.4 

22.7 

$91.4 

$89.1 

$85.6 


Future minimum lease payments under operating and capital leases as of 
February 1,1987 are as follows: 


Fiscal Year 

Operating 

leases 

Capital 

leases 

1987 

$ 65.5 

$ 11.0 

1988 

67.7 

10.9 

1989 

67.5 

10.5 

1990 

66.6 

10.2 

1991 

65.7 

10.0 

Thereafter 

819.6 

106.5 

Total minimum rent 

$1,152.6 

159.1 

Imputed interest 


(82.1) 

Present value of net minimum lease payments, 
including $3.6 million classified as current portion 
of capital lease obligations 


$ 77.0 


The present value of minimum rent payments under operating leases, calculated 
using the incremental interest rates at the inception of the leases, was approxi¬ 
mately $443 million at February 1,1987 


Fiscal Year 

1988 

$4.4 

1989 

4.2 

1990 

2.9 

1991 

2.9 
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INCOME TAXES 

In addition to federal income taxes, the Company pays taxes on income to var¬ 
ious states in which it operates. 


Provision for Income Taxes 


1986 

1985 

1984 

Federal 




Current 

$36.1 

$38.4 

$37.6 

Deferred 

6.9 

(14.8) 

7.3 | 

. . .. « 

Total federal 

43.0 

23.6 | 

44.9 | 

State 




Current 

8.6 

7.2 

7.4 

Deferred 

.5 

(13) 

6 

Total state 

9.1 

5.9 

8.0 

Total income taxes 

$52.1 

| $29.5 

$52.9 


Deferred income taxes result from timing differences in recognition of revenue 
and expense for financial and tax reporting purposes. The principal sources of 
these differences are the use of accelerated depreciation for tax purposes in con¬ 
trast with the use of straight-line depreciation in the financial statements, accrual 
of expenses which will be deductible for tax purposes when paid and timing of 
pension plan deductions for tax purposes. The amounts of deferred taxes that 
result from these differences are as follows: 


1986 

1985 

1984 : 

Accelerated depreciation 

$16.1 

$ 13.1 

$ 8.2 

Timing of pension plan deductions 

17.0 



Restructuring costs 

(8.0) 



Accrued liabilities 

(19.9) 

(10.8) 

(4.5) 

Provision for disposition of 




warehouses and stores 


(20.9) 


Other 

2.2 

2.5 

4.2 j 

$ 7.4 

$(16.1) 

$ 7.9 | 


A reconciliation of the statutory federal income tax rate to the effective tax rate is 
as follows: 


The Tax Reform Act of 1986 was enacted into law in October 1986. The principal 
effect on the Company's 1986 tax rate was to repeal retroactive to January 1, 

1986 the investment tax credit which increased income taxes for 1986 by approxi¬ 
mately S9.6 million over the amount which would have been required under the 
prior law. 


STOCKHOLDERS' INVESTMENT 


Authorized Capital 

The Company’s authorized capital consists of two hundred million common 
shares of S.01 par value of which 38,442,129 shares were outstanding at Febru¬ 
ary 1,1987, one hundred thousand preferred shares of $.01 par value which are 
unissued, and five million preference shares of $.01 par value which are unissued. 

During 1986, the remaining 225.641 preference shares with a redemption value 
of $100 per share were converted into approximately 1.2 million common shares. 
The remaining 7.000 preference shares were redeemed at $50 per share. 

Common Share Purchase Rights 

In August 1986, the Board declared a dividend of one Common Share Purchase 
Right on each common share outstanding. Under certain conditions, the Rights 
would have become exercisable for the purchase of shares of Lucky or of the 
surviving company in a merger with Lucky. On April 2,1987 the Board approved 
redemption of the Rights for $.05 per Right, payable on April 20 ; 1987 to stock¬ 
holders of record April 13,1987 


EMPLOYEE BENEFIT PLANS 


Stock Options 

Stock option plans for employees were approved by the stockholders in 1978, 
1982 and 1986. Options granted under the plans have been for a price not less 
than me lair market value at date of grant. Under the 1986 plan, adopted by the 
Board of Directors in March 1986 and approved by the stockholders at the June 
1986 annual meeting, options for 3,500,000 shares of common stock may be 
granted. The plan permits the granting of both incentive stock options (ISO’s) and 
nonstatutory stock options (NSQs). ISO's granted on or before December 31. 


1986 

1985 

1984 

Statutory federal income tax rate 

State income taxes, net of federal 

46.0% 

46.0% 

46.0% 

income tax benefit 

4.8 

4.0 

3,6 

Restructuring costs 

2.6 



Tax credits, net 

(IS) 

(10 5) 

(6.2) 

Capital gain benefit 

(-8) 

(5.1) 


Other 

.1 

3.3 

.1 

Effective tax rate 

51.2 % 

37.7% 

44.1% 
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FINANCIAL REVIEW (continued) 


1986 are not exercisable while any previously granted ISO remains outstanding. 
As to ISO's granted thereafter, the aggregate fair market value of stock with respect 
to which ISO’s are exercisable by an optionee for the first time during any calen¬ 
dar year shall not exceed $.1 million. Options are otherwise exercisable at such 
times and in such instalments as the Management Review and Compensation 
Committee of the Board of Directors determines. The option price of the shares 
shall not be less than the fair market value at the date of grant in the case of ISO’s 
and not less than 85 percent of that value in the case of NSO’s. Options expire 
at such time as the Committee determines, but in the case of ISO’s no later than 
ten years from the grant date. Options terminate upon cessation ot employment 
other than by retirement or death, unless an option agreement otherwise provides. 

The 1982 plan permits the granting of ISO’s for 2,500,000 shares. These ISO’s 
are similar to ISO’s granted under the 1986 plan. These ISO’s expire six years 
from the date of grant and terminate, except to a limited extent in the event ot 
retirement or death of the optionee, upon cessation ot employment. 


Stock Option Activity 


1986 

1985 

Options outstanding at beginning ot year 
Granted at $24.13 to $32.00 per share 

1,302,384 

1,293,226 

in 1986 and $18.75 to $25.75 per share 
in 1985 

826,700 

341,530 

Exercised or settled at $13.25 to $23.25 



per share in 1986 and 1985 

(576,468) 

(214,344) 

Terminated 

(437,694) 

(118,028) 

Options outstanding at end of year 

1,114,922 

1,302,384 


Of the options outstanding at the end of 1986,119700 have been granted under 
the 1986 plan at an exercise price of S24.13 to $32.00 per share (weighted aver¬ 
age $25.58) and expire in the period March 1996 through September 1996, 
891,462 have been granted under the 1982 plan at an exercise price of $13.25 to 
$25.38 per share (weighted average $21.86) and expire in the period April 1987 
through September 1992, and 103760 have been granted under the 1978 plan at 
an exercise price of $15.00 to $2575 per share (weighted average $23.95) and 
expire in the period June 1987 through December 1992. At the end of 1986, 
262,416 were exercisable at $13.25 to $23.25 per share. Options for 3,967840 
shares are available for future grants. 

Retirement Plans 

Substantially all employees are covered by trusteed, noncontributory Company 
retirement plans or by various multi-employer retirement plans under collective 
bargaining agreements. The Company’s defined benefit plans covering salaried 
employees, hourly employees and certain union members generally provide 
benefils that are based on the employee’s compensation during years ot service. 
The Company’s policy is to fund the net periodic pension costs by contributions 
to the respective plans each year. 

Effective February 3,1986, the Company adopted the provisions of Statement of 
Financial Accounting Standards No. 87 (SFAS No. 87), Employers’ Accounting 
for Pensions. Primarily because of the Company's over funded position, the 
change in the method of accounting for pension costs reduced pension expense 


for 1986 to $.5 million compared to pension expense for 1985 and 1984 ot $4.1 
million and $2.9 million, respectively The effect of the adoption of SFAS No. 87 
was to reduce the 1986 net periodic pension cost by $7 million tor the Lucky 
Stores, Inc. retirement plan. This plan includes Lucky employees as well as 
Gemco employees who are vested in the plan. 


Net periodic pension cost for 1986 included the following benefit and cost com¬ 
ponents based on an actuarial valuation tor the year ended December 31,1986: 


Actual return on plan assets 

$(17.8) 

Amortization of unrecognized net transition asset 

(23) 

Service cost 

4.9 

Interest cost 

6.3 

Deferral of investment gains in excess of expected returns 

9.1 

Amortization of unrecognized prior service cost 

.3 

Net periodic pension cost 

$ .5 


The disposition ot Gemco in 1986 resulted in a plan curtailment for both salaried 
and hourly plans. A loss of $.3 million relating to the plan curtailments was 
included in !he calculation of gain on disposal of the Gemco segment. 


The funded status and the amounts recognized in the Company’s Consolidated 
Balance Sheet for defined benefit plans based on an actuarial valuation as of the 
measurement date ot December 31,1986 is as follows: 


Plan assets at market value 

Actuarial present value ot projected benefit obligation 

$124.3 

98.2 

Funded status 

26.1 

Unrecognized net transition asset 

(31.9) 

Unrecognized net loss 

1.9 

Unrecognized prior service cost 

3.9 

$ _ 


The actuarial present value ot the Company’s vested benefit obligation was 
$84.4 million and the accumulated benefit obligation was $971 million at Decem¬ 
ber 31,1986. Plan assets include corporate and government debt securities, com¬ 
mon stock and real estate. 

Actuarial assumptions used in 1986 to develop the net periodic pension cost were 
as follows: 


Discount rate 8% 

Rate of increase in compensation levels 6% 

Expected long-term rate ot return on assets 8% 


For the valuation of pension obligations as of the end of 1986, the discount rate 
was reduced to 7.5 percent. The unrecognized net transition asset is being amor¬ 
tized over 15 years beginning in 1986. 

The Company participates in various multi-employer plans. The plans provide 
defined benefits to substantially all unionized workers in the Company’s food 
group. Amounts charged to pension cost under various union plans totaled 
$49.4 million in 1986, $479 million in 1985, and $45.9 million in 1984. 
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Incentive Compensation Plans 

The Company has incentive compensation plans tor store management and other 
management personnel covering more than 1,200 employees. Provision tor pay¬ 
ments to be made under the plans is based on pretax earnings in excess ot a 
specitied return on capital employed in the Company's operations. The aggregate 
provision under both plans was$6.7 million in 1986, $5.5 million in 1985, and 
$7.1 million in 1984. 


LITIGATION 


Legal proceedings have been brought against the Company tor substantial dam¬ 
ages under the antitrust laws and tor certain other matters. Management believes 
that the charges made against the Company in these pending cases are not justi¬ 
fied and that it is unlikely that these lawsuits will have a material effect on the 
financial condition of the Company. 


SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED) 


(in millions, except per share amounts) 





Quarter 



1986 


First 

Second 

Third 

Fourth 

Year 

Sales 

$1,564.9 

$1,545.5 

$1,567.3 

$1,763.2 

$6,440.9 

Gross margin 


364.9 


360.8 


371.0 

427.0 

1,523.7 

Earnings from continuing operations 


20.1 


15.7 


10.7 

3.2 

49.7 

Earnings (loss) from discontinued operations 


1.0 


(.1) 


.5 

182.1 

183.5 

Extraordinary item 







(7.3) 

(7.3) 

Net earnings 

$ 

21.1 

$ 

15.6 

$ 

11.2 

$ 178.0 

$ 225.9 

Earnings per common share 

Continuing operations 

$ 

.39 

$ 

.30 

$ 

.20 

$ .07 

$ .97 

Discontinued operations 


.02 


— 


.01 

3.91 

3.65 

Extraordinary item 







(16) 

(.15) 

Net earnings 

$ 

.41 

$ 

.30 

$ 

.21 

$ 3.82 

$ 4.47 

Cash dividends per common share 

Common stock prices (NYSE) 

$ 

.29 

$ 

.29 

$ 

29 

$ 

$ .87 

High 

$ 

28% 

$ 

31 

$ 

37% 

$ 35% 


Low 

$ 

23% 

$ 

24% 

$ 

23% 

$ 25% 


7355 









Sales 

$1,583.3 

$1,541.7 

$1,529.0 

$1,571.3 

$6,225.3 

Gross margin 


355.3 


350.0 


354.4 

344.6 

1,404.3 

Earnings from continuing operations 


17.0 


15.0 


16.2 

.5 

48.7 

Earnings from discontinued operations 


7.0 


10.2 


6.9 

13.7 

37.8 

Net earnings 

$ 

24.0 

$ 

25.2 

$ 

23.1 

$ 14.2 

$ 86.5 

Earnings per common share 

Continuing operations 

$ 

.33 

$ 

.29 

$ 

.31 

$ 

$ .92 

Discontinued operations 


.14 


.20 


.14 

.27 

.75 

Net earnings 

$ 

.47 

$ 

.49 

$ 

.45 

$ .27 

$ 1.67 

Cash dividends per common share 

Common stock price (NYSE) 

$ 

,29 

$ 

.29 

$ 

.29 

$ .29 

$ 1.16 

High 

$ 

20% 

$ 

23% 

$ 

23% 

$ 26 


Low 

$ 

18% 

$ 

19% 

$ 

21 % 

$ 23% 



Per share amounts based on average shares outstanding during each quarter may not add to total for the year. 
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REPORTS 


REPORT OF INDEPENDENT ACCOUNTANTS 


To the Board of Directors and Stockholders of Lucky Stores, Inc. 

In our opinion, the consolidated financial statements appearing on pages 12 
through 21 of this report present fairly the financial position of Lucky Stores, Inc. 
and its subsidiaries at February 1,1987 and February 2,1986, and the results 
of their operations and the changes in their financial position for each of the three 
years in the period ended February 1,1987, in conformity with generally accepted 
accounting principles consistently applied. Our examinations of these statements 
were made in accordance with generally accepted auditing standards and accord¬ 
ingly included such tests of the accounting records and such other auditing pro¬ 
cedures as we considered necessary in the circumstances. 





San Francisco, California 
April 2,1987 


REPORT OF MANAGEMENT 1986 


Lucky management has prepared the consolidated financial statements and is 
responsible for the integrity of the information in them, as well as for the other 
information in the annual report. We believe that the statements conform with 
generally accepted accounting principles appropriate to our business. The state¬ 
ments are based on our best judgments and estimates where required. 

In fulfilling our responsibilities for the integrity of financial information and for 
safeguarding assets, we rely upon a system of internal controls designed to 
provide reasonable assurance that our records accurately reflect our business 
transactions and that these transactions are in accordance with management’s 
authorization. Our system of control includes careful selection and development 
of people, written policies and procedures, a clearly defined organizational struc¬ 
ture, and responsibility reporting with strong budgetary controls. These are sup¬ 
plemented by an internal audit staff which evaluates and reports to management 
on the adequacy of the records and the effectiveness of the controls. 

The financial statements have been examined by Price Waterhouse, independent 
accountants appointed by the Board of Directors upon the recommendation of its 
Audit Committee. Their examination provides an independent review of manage¬ 
ment’s discharge of its responsibilities for reporting Lucky’s financial condition 
and results of operations. 


The Board of Directors monitors our internal controls through an Audit Commit¬ 
tee composed entirely of directors who are not officers or employees of Lucky. 
The independent accountants as well as the internal auditors have complete and 
free access to the Audit Committee, and the Committee meets periodically with 
them and with financial management to ensure that each group is properly dis¬ 
charging its responsibilities. 



John M. Lillie 


Chairman of the Board and 
Chief Executive Officer 


Edgar H. Grubb ' 

Senior Vice President and 
Chief Financial Officer 
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FIVE-YEAR SUMMARY 


(dollars in thousands except per share amounts) 

1986 
(52 weeks) 

1985 
(52 weeks) 

1984 
(53 weeks) 

1983 
(52 weeks) 

1982 
(52 weeks) 

Sales 

S 6,440,871 

$ 6,225,265 

$ 6,206,594 

$ 5,544,856 

$ 5,186,344 

Percentage increase over prior year 

3.5 

.3 

11.9 

6.9 

11.8 

Average annual sales per food unit 

ft ,163 

10,445 

10,396 

9,849 

9,413 

Earnings 






From continuing operations before income taxes 

$ 101,791 

S 78,108 

$ 119,774 

$ 101,708 

$ 92,130 

Income taxes 

52,097 

29,458 

52,880 

46,432 

37,810 

Earnings from continuing operations 

49,694 

48,650 

66,894 

55,276 

54,320 

Percentage increase (decrease) from prior year 

2.1 

(27.3) 

21.0 

1.8 

.2 

As a percent of average common shareholders' equity 

IQ.7 

7.2 

11.1 

9.8 

10.4 

As a percent of sales 

.8 

.8 

1.1 

1.0 

1.0 

Earnings from discontinued operations, net of 






income tax 

183,561 

37,876 

27,737 

50,124 

37,908 

Extraordinary charge 

(7,315) 





Net earnings 

225,940 

86,526 

94,631 

105,400 

92,228 

Earnings per common share 






From continuing operations 

.97 

.92 

1.29 

1.06 

1.05 

Net earnings 

4.47 

1.67 

1.84 

2.05 

1.80 

Dividends 






Total cash dividends paid on preference shares 

$ 942 

$ 1,368 

$ 1,370 

$ 1,372 

$ 1,374 

Total cash dividends paid on common shares 

44,671 

59,130 

58,944 

58,814 

58,670 

Dividends paid per common share: 






In cash 

.87 

1.16 

1.16 

1.16 

1.16 

Percentage of primary earnings per share** 

19.5 

69.5 

63.0 

56.6 

64.4 

Stockholders 






Number of common stockholders of record 

25,070 

31,093 

33,391 

33,284 

33,504 

Number of common shares outstanding 

38,442,129 

51,043,348 

50,850,678 

50,739,660 

50,599,005 

Price range of common shares on NYSE 

$37.75-23.75 

$26.00-18.13 

$19.38-15.38 

$25.25-16.62 

$18.25-12.50 

Other information 






Current assets 

$ 564,050 

$ 913,115 

$ 898,361 

$ 973,548 

$ 890,265 

Current liabilities 

757,685 

742,490 

677,358 

657,684 

590,643 

Long-term debt 

285,524 

239,701 

231,903 

224,453 

238,979 

Capital lease obligations—long-term 

73,425 

140,066 

152,466 

155,010 

166,899 

Stockholders’ equity: 






Preference 

— 

19,861 

17,400 

17,450 

17,500 

Common 

272,089 

636,362 

609,442 

573,619 

526,400 

Per common share 

7.08 

12.47 

11.98 

11.31 

10.40 

Capital expenditures* 

195,819 

206,128 

156,262 

94,686 

78,235 

Depreciation and amortization* 

85,701 

77,509 

63,871 

54,994 

49,824 

Inventories 

323,664 

793,193 

688,520 

702,383 

633,737 

Interest expense, net* 

29,659 

23,501 

19,113 

16,258 

17,008 

LIFO charge for the year* 

8,000 

6,700 

6,500 

5,000 

6,400 

Tax credits* 

1,600 

8,200 

7,500 

5,700 

7,700 

Income taxes — percent of pretax earnings* 

51.2 

37.7 

44.1 

45.7 

41.0 

Number of employees 

44,000 * 

68,000 

67,000 

65,000 

64,000 


* Continuing operations 

“Based on earnings, shares outstanding and dividends as reported 
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CORPORATE INFORMATION 


BOARD OF DIRECTORS 


Lawrence A. Del Santo* 

President 

William H. Dyer ; Jr.* f 

Retired. Formerly Chief 
Executive Officer 

Sam L. Ginn 

Vice Chairman of the Board, 

Pacific Telesis Group, 

San Francisco, California 

Stanley Hiller, Jr. 

Chairman and Chief Executive Officer, 
York Internationa! Corporation, 

York, Pennsylvania and Partner, Hiller 
Investment Company, private 
investments, Menlo Park, California 

Walter E. Hoadley t 

Senior Research Fellow, Hoover 
Institution, Stanford University, 
Stanford, California. 

Formerly Executive Vice President 
and Chief Economist of 
Bank of America, NT&SA 

John H. Hoefer t 

Retired. Formerly Partner, 

John H. Hoefer & Associates, 
Belvedere, California 

Melvin B. Lane 

Chairman of the Board, 

Lane Publishing Company, 

Menlo Park, California 


Mary E. Lanigar t 

Retired. Formerly Partner in 
Arthur Young & Company, 
certified public accountants, 

San Francisco, California 

John M. Lillie* 

Chairman of the Board and 
Chief Executive Officer 

Mary S. Metz 

President of Mills College, 

Oakland, California 

Luis G. Nogales t 

President of E.C.O., Inc., 

Los Angeles, California 

Forrest A. Plant 

Partner in the law firm of 
Diepenbrock, Wulff, Plant & Hannegan, 
Sacramento, California 

S. Donley Ritchey* 

Chairman of the Executive Committee. 
Formerly Chief Executive Officer 

Joseph A. Woods , Jr. 

Partner in the law firm of 
Donahue, Gallagher, Thomas & Woods, 
Oakland, California 

Gerald A. Awes 

Director Emeritus 


OFFICERS 


John M. Lillie 

Chairman of the Board and 
Chief Executive Officer 

Lawrence A. Del Santo 

President 

Edgar H. Grubb 

Senior Vice President and 
Chief Financial Officer 

Thomas F. Herman 

Senior Vice President and 
Chief Administrative Officer 

Leon W. Roush 

Senior Vice President, 

Food Operations 

Richard M. Brooks 

Vice President, Finance and Treasurer 

Anne C. Broome 

Vice President, Controller 

Kenneth W. Cope 

Vice President, Corporate Affairs 

Frank J. Dorsey 

Vice President, Warehousing, 
Distribution and Store Systems 

F Del Helm 

Vice President, Real Estate 

Lester C.Kranhold 

Vice President, Engineering 


* Executive Committee 
tAudit Committee 


Christopher M. McLain 

Vice President, 

Secretary and Counsel 

R. Lee Paulson 

Vice President, Management 
Information Systems 

Jimmie D. Prince 

Vice President, Manufacturing 

Raymond H. Sweeney 

Vice President, Industry Relations 


DIVISION PRESIDENTS 


Ronald J. Floto 

Florida Division 

Richard E. Goodspeed 

Northern California Division 

Jack A. Hoover 

Southwestern Division 

Pasquale V. Petitti 

Midwestern Division 

William E. Tingling 

Southern California Division 
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